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FOREWORD

T h e short-form accountant's report or certificate recommended by the committee on auditing procedure of the
American Institute of Accountants in 1948, and now in general use,
summarizes the accountant's representations as to the scope of the
examination in these two significant statements:
(1) "Our examination was made in accordance with generally
accepted auditing standards," and (2) the examination, "accordingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circumstances."
Auditing

Standards

During recent years the committee has given a great deal of consideration to the definition of generally accepted auditing standards.
In 1947, it issued a special report, Tentative Statement of Auditing
Standards, in which it presented the results of its deliberations up to
that time. In September 1948, a summary of generally accepted
standards, as presented in that report, was adopted by the membership of the American Institute of Accountants. In November 1949,
the membership of the American Institute of Accountants also approved Statements on Auditing Procedure No. 23 (Revised), Clarification of Accountant's Report When Opinion Is Omitted. In 1954,
the committee issued a revised report on auditing standards under the
title, Generally Accepted Auditing Standards, in which the substance
5
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of Statement No. 23 (Revised) was added to the previous summary
of auditing standards. The revised summary is as follows:
General Standards
1. The examination is to be performed by a person or persons having
adequate technical training and proficiency as an auditor.
2. In all matters relating to the assignment an independence in mental
attitude is to be maintained by the auditor or auditors.
3. Due professional care is to be exercised in the performance of the
examination and the preparation of the report.
Standards of Field Work
1. The work is to be adequately planned and assistants, if any, are
to be properly supervised.
2. There is to be a proper study and evaluation of the existing internal
control as a basis for reliance thereon and for the determination of the resultant extent of the tests to which auditing procedures are to be restricted.
3. Sufficient competent evidential matter is to be obtained through inspection, observation, inquiries and confirmations to afford a reasonable
basis for an opinion regarding the financial statements under examination.
Standards of Reporting
1. The report shall state whether the financial statements are presented
in accordance with generally accepted principles of accounting.
2. The report shall state whether such principles have been consistently
observed in the current period in relation to the preceding period.
3. Informative disclosures in the financial statements are to be regarded
as reasonably adequate unless otherwise stated in the report.
4. The report shall either contain an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the effect that
an opinion cannot be expressed. When an over-all opinion cannot be expressed, the reasons therefor should be stated. In all cases where an auditor's name is associated with financial statements the report should contain
a clear-cut indication of the character of the auditor's examination, if any,
and the degree of responsibility he is taking.
Auditing

Procedures

A consideration of the foregoing summary of standards will indicate that auditing procedures are the means by which the independent
auditor attains or complies with the generally accepted auditing
standards applicable to field work. Auditing procedures are so numerous and should be varied so greatly to meet particular circumstances
that it is not possible to make an enumeration of procedures which
would be applicable generally, or even widely. It is natural that this
is the case because if the examination of accounts and financial state-
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ments could be reduced to a stereotyped check list of instructions,
there would be no need for a public accounting profession. Experienced professional judgment determines the scope and nature of audit
procedures to be followed in each individual engagement.
It is the view of the committee on auditing procedure that the
most satisfactory method of presenting auditing procedures is through
case studies illustrating the auditing procedures adopted and applied
in actual examinations. Accordingly, an invitation has been extended
to a number of practicing accountants requesting each to submit a
comprehensive description of audit work performed on a complete
engagement. The following excerpts from a memorandum submitted
for the guidance of those preparing case study manuscripts indicates
the general nature of the studies:
"The principal objective of the committee on auditing procedure, in
publishing the series of case studies, is to illustrate typical procedures by
which the independent public accountant complies with generally accepted
auditing standards in specific situations. Because of the great variety of
situations found in performing audit work for different organizations, the
public accountant must select and apply those procedures which he feels
are necessary and most appropriate in the circumstances. The exercise of
sound judgment in the light of the facts of the particular case is of paramount importance in meeting the profession's standards. For that reason, it
is believed that case studies, giving rather complete information as to the
auditing procedures employed and indicating the considerations involved
in selecting and applying those procedures, will do much not only to assure
the continuance of high standards within the profession but also to assist
those preparing to enter it."
•

•

•

"The pattern that has been established for the case studies is to cover
an entire examination selected by the author from a case within his own
practice. Using such a case as a basis, the author has prepared an audit
program to describe the work which actually took place. In this connection,
it is important that actual procedures should be described even though the
author may feel upon reconsideration and with the benefit of hindsight that
certain modifications of the program should have been made. The principal
purpose of the case study material is to illustrate current practices and not
to set forth perfect or ideal models which might be misleading and perhaps
even dangerous to hold out as representative of current practice."
•

•

•

•

"The case studies so far issued have described the audits in considerable
detail. There has been some feeling among committee members, however,
that a large proportion of that detail could well be reduced in future case
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studies by omitting detailed descriptions of procedures which are pretty
much the same in all audits and by concentrating instead upon the phases
of the audit which, in the author's opinion, are somewhat distinctive to
the particular engagement."
The accompanying case study describes the auditing procedures
which were actually followed by a practitioner in a particular instance.
The procedures used may be applicable only due to particular circumstances surrounding the examination; furthermore, alternative
procedures might conceivably have been used to accomplish the general audit objectives. This case study has not been reviewed by the
various members of the committee and is not intended as a representation of the views of the committee on auditing procedure.
The committee hopes that the case study material will serve a useful
purpose not only within the profession, but also in the various colleges
and universities throughout the country which offer advanced instruction in accounting and auditing subjects.
Committee on Auditing Procedure
June, 1956

CASE

STUDIES

IN

AUDITING

PROCEDURE

NO. 11: A HOSPITAL

INTRODUCTION
This case study has been prepared to present an example of the
audit steps undertaken in an examination of a 150-bed general hospital. The hospital selected is organized as a not-for-profit corporation; policies and operations are supervised by a board of trustees,
comprised of local businessmen, who customarily meet once a month
to establish policies and generally review the preceding month's operations and fiscal affairs. Officers of the hospital are selected from the
trustee group. Although the trustees are basically responsible for all
matters pertaining to the hospital, they normally delegate day-to-day
supervision of hospital operations to a hospital administrator who
might be said to have similar duties to the general manager of a commercial enterprise. Under the administrator are the heads of the various operating departments as shown in the condensed organization
chart on the following page.
The medical staff is comprised of private physicians who use the
hospital's facilities for their patients; there are approximately 30
active staff members. I n addition, the hospital maintains two residencies and an internship program with an average of six participants.
The Women's Auxiliary (separately incorporated—not a division
of the hospital) is comprised generally of wives of trustees and staff
members and other women of the community who are interested in
9
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assisting the institution. They operate a snack bar and gift shop in the
hospital, assist in such work as serving as information clerks, aids to
nurses, etc., and conduct special fund-raising drives. A l l moneys collected are, of course, turned over to the hospital, although the use of
such funds is often restricted by the women.
The fiscal year of the hospital ends December 31. The hospital
maintains accounting records, on an accrual basis, for each of the
following separate funds:
General Fund
Temporary Funds
Endowment Funds
Plant Fund
Each fund is self-balancing and carries its own set of accounts.
Financial statements include balance sheets for each fund and statements of income and expense for the general, temporary, and endowment funds. Statements of changes in fund balances for all funds are
also presented in support of the amounts shown on the balance sheets.
The chart of accounts of the hospital generally follows the "Uniform Classification of Accounts for Hospitals" recommended in
American Hospital Association Handbook on Accounting, Statistics
and Business Office Procedures for Hospitals, Section One, published
in 1950. A typical set of financial statements of the hospital follows.

A

H O S

BALANCE S H E E T -

ASSETS
GENERAL FUND:

Cash
Accounts receivable, less reserve for doubtful accounts ($10,000)
Inventories of supplies, medicines, food, etc., at cost
Prepaid expenses
Due from Temporary Fund

$

89,700
86,500
48,200
4,600
1,400

$ 230,400
TEMPORARY FUND:

Cash
Investments—U. S. Securities, at cost (principal
amount $20,000)

ENDOWMENT FUND:

Cash
Investments, at cost or at fair market value at date
of receipt of gift—
Bonds (market $326,400)
Stocks (market $254,100)
Real Estate

$

3,100
19,500

$

22,600

$

21,300

324,800
216,500
3,600

$ 566,200
PLANT FUND:

Cash
1,300
$
Investments, at cost or at fair market value at date
of receipt of gift—
Bonds (market $59,100)
58,800
Stocks (market $45,900)
39,200
Plant, at cost—
Land
23,200
Buildings (no depreciation provided)
868,000
Equipment, less reserve for depreciation of $82,200
121,900
$1,112,400
$1,931,600
12
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EXHIBIT 1

DECEMBER 31, 1955

LIABILITIES AND FUND BALANCES
GENERAL F U N D :

Liabilities—
Accounts payable
Accrued salaries and wages
Accrued liabilities

$

79,500
26,500
4,300
$ 110,300
120,100

Fund balance (Exhibit 2)

$ 230,400
TEMPORARY F U N D :

$

Due to General Fund
Temporary Fund balance (Exhibit 2)

1,400
21,200

$

22,600

Accounts payable
$
Endowment Fund balance (Exhibit 2 ) —
Restricted as to use—
Principal
$320,700
Income
14,200 $334,900

600

ENDOWMENT F U N D :

Unrestricted—principal

230,700

565,600
$ 566,200

PLANT F U N D :

Mortgage note, 4 % , payable
in quarterly installments of
$3,500 each to July 1, 1960;
principal balance of $125,000
payable July 1, 1961
Plant Fund balance (Exhibit 2)

$

175,000
937,400

$1,112,400
$1,931,600
13
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BALANCE AT DECEMBER

(2,000)

$320,700

(11,600)

11,600
18,500

600
1,500

100

$302,200

$21,000

31, 1955 $120,100 $21,200

Gain on disposition of investments
Interfund transfers—
Appropriations of income
to operating fund to defray cost of free service
and hospital operating
expenses
Equipment purchases and
building improvements
from Temporary and
Endowment Funds

BALANCE AT DECEMBER 31, 1954 $108,300
ADDITIONS (OR DEDUCTIONS):
11,800
Net income for the year
Gifts and bequests received
—

$14,200

$230,700

$923,000

Plant
Fund

EXHIBIT 2

$937,400

14,400

(9,800)

600

9,800
27,600

$202,500

(800) —

(400)

2,600
—

$12,800

General Temporary
Restricted
Unrestricted
Fund
Fund
Principal Income
Principal

Endowment Fund

STATEMENT OF CHANGES IN FUND BALANCES
For the Year Ended December 31, 1955

A

EXHIBIT 3

A

HOSPITAL

STATEMENT OF INCOME AND EXPENSE—GENERAL FUND
For the Years Ended December 31, 1955 and 1954
1954

1955
OPERATING REVENUE:

Routine services
Special services
Clinic
Tuition
Miscellaneous income
Less—Free services, allowances, etc.

$

$

643,800
639,900
92,100
7,100
3,200
(83,500)

$1,333,700

$1,302,600

1,355,300

1,340,200

OPERATING EXPENSES ( E x h i b i t 4 )

Loss from operations

667,200
645,500
97,300
7,400
1,400
(85,100)

$

(21,600) $

(37,600)

OTHER INCOME (OR EXPENSE) :

Income from other funds to defray
cost of free service and hospital
operating expenses
Income from trusts in which the hospital is beneficiary
General and special purpose gifts
Interest on indebtedness
Net income (deficit)

$

10,200

9,400

2,400
28,100
(7,300)

2,300
32,500
(7,800)

11,800

$

NOTE: I t is the policy of the hospital to make no provision for depreciation on hospital buildings; $12,400 of depreciation on equipment
is included in operating expenses.
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EXHIBIT 4

A

H O S P I T A L

STATEMENT OF OPERATING EXPENSES—GENERAL FUND
For the Years Ended December 31, 1955 and 1954

1954

1955
Professional—
Nursing service and education
Medical and surgical
Medical records
X ray
Laboratory
Operating rooms
Obstetrical
Pharmacy
Anesthesia
General outpatient
Other

Nonprofessional—
Administration
Dietary
Laundry
Housekeeping
Plant operation
Maintenance and repairs
Motor service

Provision for—
Depreciation of equipment
Loss on doubtful accounts

Total

$

340,200
47,200
11,300
80,800
85,800
65,200
37,200
87,100
32,300
24,000
5,400

$

333,500
46,800
12,900
81,200
85,500
62,200
35,500
85,300
29,500
23,400
7,600

$

816,500

$

803,400

$

103,700
194,600
40,300
84,600
44,200
30,900
8,200

$

99,400
199,300
41,700
85,700
43,300
28,700
7,400

$

506,500

$

505,500

$

12,400
19,900

$

13,200
18,100

$

32,300

$

31,300

$1,355,300
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$1,340,200

PRELIMINARY DATE REVIEW
OF ACCOUNTING PROCEDURES AND INTERNAL CONTROL
The client's accounting procedures and system of internal control
were reviewed for changes having a bearing on the audit for the
current year and the audit program was revised accordingly. Highlights of internal controls and accounting procedures follow.
Cash-—general

There are six bank accounts, as follows:
1. General Fund
(a) General checking account
(b) Refund checking account
(c) Payroll checking account
2. Temporary Fund—general checking account
3. Endowment Fund
(a) Savings account
(b) Investment advisory account
4. Plant Fund—general checking account
A l l accounts are carried at one bank. Bank statements are mailed
directly to, and are reconciled by, the accounting manager. A l l bank
accounts are authorized and check signers approved by the board
of trustees.
The general fund checking account is used for normal operating
purposes. The refund bank account is maintained on an imprest basis
and is used to reimburse patients for overpayments on hospital bills.
The payroll bank account is also maintained on an imprest basis.
Bank accounts for other funds consist, for the most part, of temporarily uninvested funds.
A l l employees handling cash are adequately bonded.
Cash

receipts

The various sources of cash receipts are:
1. Currency
(a) From patients
(b) From cafeteria sales, sale of newspapers and other
incidental services.
(c) X ray, laboratory fees and pharmacy sales for outpatient service, etc.

17
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2. Checks
(a) From patients.
(b) From donors.
The cash locations in the hospital are:
1. Chief cashier—located near main entrance.
2. Other cashiers
(a) Outpatient receptionist and cashier.
(b) Clinic receptionist and cashier.
(c) Certain special service departments (pharmacy,
X ray, laboratory and cafeteria).
Receipts of other cashiers are turned in daily to the chief cashier
who issues a standard cash receipt slip for the amounts thereof. Special service department cashiers and clinic and outpatient cashiers
prepare daily cash reports in quadruplicate, indicating thereon the
beginning and ending numbers of cash receipt slips issued and the
total amount of receipts.
Distribution is:
1. Two' copies to chief cashier—after the chief cashier verifies
receipts by location, a copy of the daily cash report is receipted and returned to each location; the duplicate is
retained by the chief cashier.
2. Third copy to accounting manager.
3. Fourth copy retained by location until receipted copy is
received from chief cashier.
Daily cash reports (based on cash register readings) are also prepared by the cafeteria cashier and are processed in a similar manner.
Each day an employee of the accounting department obtains the tape
of the previous day's sales from the cafeteria cash register and compares it with the cash report.
Incoming mail is opened by the hospital administrator's secretary
who prepares cash receipt slips for payments on patients' accounts
and for donations received. A daily cash report is prepared by the
administrator's secretary for these receipts and handled in the manner
described above.
A l l cash receipt slips issued at the various locations are prenumbered and are prepared in triplicate:
1. Original—to payer.
2. Second copy—to accounting department where the numerical sequence is checked and totals taken of each location
and checked against the daily cash reports. Cash receipt
slips are then sorted and posted to patients' detailed ledg-
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ers or summarized and posted in the miscellaneous revenue journal or donations ledger.
3. Third copy—retained in book.
During the day the chief cashier receives payments on account
from inpatients and discharged patients who bring their payments to
the hospital. A l l receipts are consolidated and deposited intact daily.
The accounting manager checks the amount of the deposit prepared by the chief cashier to the summary of cash collections prepared by the accounting department from duplicate receipts.
Cash disbursements

A l l cash disbursements (except petty cash) are made by check.
Regular disbursements for operations of the hospital and reimbursements to imprest bank accounts and petty cash funds are paid out of
the general fund general bank account. Voucher checks are used and
are prepared in triplicate:
1. Original—to vendor or supplier.
2. Second copy—filed alphabetically with supporting data.
3. Third copy—filed numerically and used as the check register.
Supporting data accompany the original voucher check for signature by the hospital administrator and countersignature by the treasurer who is an official at the local bank.
Payroll checks are prepared simultaneously with the preparation
of the payroll register and employees' earnings records. Payroll checks
are signed by the hospital administrator only; general bank account
voucher checks are drawn to reimburse the payroll bank account for
the net amount of the payroll.
Refund checks are written semimonthly, after a review of credit
balances in the inactive ledger. These checks are limited to $50 each
and are signed only by the hospital administrator. General bank account voucher checks are drawn to reimburse the refund bank account
for the amount disbursed on refunds.
A l l disbursements of the temporary and endowment funds are
authorized by the board of trustees and are handled by the trust department of the local bank. The hospital accounting department is
notified of all disbursements through bank advices. Cash disbursements records are maintained at the hospital.
Disbursements from plant fund are prepared on voucher checks
similar to those used by the general fund general bank account and
are processed in a like manner. The board of trustees approves all
significant plant fund disbursements.

20
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receivable

Receivables are classified as either active or inactive. The active
ledger consists of patients in the house. Their ledger cards are kept
in the active ledger until 48 hours after discharge, to allow for most
special service charges to come through and be posted as inpatient
charges.
The inactive ledger includes all other types of receivables, such as:
1. Private inpatient accounts (former inpatients discharged).
2. Outpatient accounts.
3. Blue Cross accounts.
4. Other insurance and compensation accounts.
5. Accounts in hands of collection agencies.
6. Employee, etc. (including student nurses and interns) accounts.
A n active ledger card is prepared for a patient from a copy of the
admissions report forwarded from the admissions desk. Active ledger
cards are prepared in triplicate:
1. Posting and file copy.
2. Blue Cross (or other insurance company) copy.
3. Patient's copy.
The active ledger is maintained according to room numbers.
Routine service charges are posted to the active ledger from midnight census reports taken by nurses on duty the previous evening.
Postings made for routine service are proved to revenue at maximum
bed capacity, adjusted for the value of vacancies at time of the midnight census, one-day stays and fractional-day penalty charges.
Each time a chargeable service is performed for a patient, a document (generally a different form for different types of service) is
prepared showing name, room number, service performed and fee
charged. These documents are all referred to, generally, as charge
tickets. Charge tickets for special services to inpatients are collected
each day for every department. Charge tickets are first sorted and
footed by departments and are then sorted by patients and posted to
the active ledger. A l l postings are made on a bookkeeping machine;
a revenue journal sheet stays in the machine and the account distribution is recorded thereon. Totals of departmental services are reconciled to the totals obtained in the footing operation discussed above.
Although all charge tickets are prenumbered, the client does not account for the numerical sequence thereof.
When ledger cards are transferred from the active to the inactive
ledger, billings to Blue Cross (or other insurance companies) are de-
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termined and transferred to the Blue Cross (or other appropriate)
account.
Charges to accounts in the inactive ledger are posted from copies
of the respective charge tickets by the machine operator. These
charge tickets are also pretaped by revenue sources and then sorted
and posted by patients, employees, etc. After the run, the posting
totals are reconciled to the pretaped totals.
Daily accounts receivable and revenue totals are accumulated and
posted to the general ledger once a month.
Trial balances of detailed accounts receivable are taken off approximately four times a year during slow periods, not necessarily at a
month end; totals of such trial balances are reconciled to a daily
control kept by the bookkeeping machine operator. This daily control
is reconciled to the general ledger monthly.
Credit

procedures

Patients whose stay in the hospital is not covered by insurance are
requested to pay their accounts on a weekly basis; in some cases payment in advance is requested. When the patient is discharged, a final
bill is prepared. The insurance portion (if any), payable direct to the
hospital, is transferred off the bill and payment is requested for the
balance. If the patient is unable to pay, the following types of action
might be taken, depending on the circumstances:
1. Patient may be asked to agree to a definite repayment plan.
2. Patient may be asked to execute a judgment note for the
balance (generally payable in installments with no interest).
3. Patient may be asked to assign to the hospital any benefits
due him on hospitalization insurance normally payable to
the claimant rather than the hospital.
If payments are not received in accordance with the repayment plan
decided on at time of discharge, form letters are used as reminders;
three such form letters are mailed at two-week intervals. If the third
letter does not produce any results, the credit department makes additional attempts at collection by personal letter and telephone. After
the credit department has completed its efforts at collection, the account may either be turned over to a collection agency or scheduled
for write-off. Those accounts turned over to collection agencies are
transferred to a separate section of the receivable ledger tray. Periodically the collection agency notifies the hospital of its collections and
the amount retained as its fee. Postings are made giving full credit to

22
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the patients' accounts and charging the difference to collection expense.
Quarterly, a list of bad accounts is submitted to the board of trustees for write-off approval. This list includes accounts previously determined by the credit department to be uncollectible and accounts
with collection agencies which prove worthless.
General stores inventory

General ledger control is maintained over all inventories. Receipts
are charged to inventory accounts when vouchered (see section on
accounts payable); withdrawals are made by requisitions which are
priced out and summarized monthly by the head storekeeper. Perpetual records are maintained in the stock room for reorder purposes
only. Physical inventories (supervised by the accounting department)
are taken annually and the general ledger is adjusted to conform to
the results thereof. General ledger subclassifications are as follows:
Surgical supplies
Housekeeping supplies
Office supplies
Linens (unused only)
Maintenance supplies
General hospital supplies
China, glassware and cutlery (unused only)
Case goods (food)
Other inventories

Other inventories of significance are perishable foods and pharmacy drugs and medicines. These are also recorded in the general
ledger, although control over such inventories is generally less satisfactory than that exercised over general stores.
Perishable foods are purchased by and delivered directly to the
dietary department. Physical inventories are taken monthly and the
general ledger is adjusted thereto.
Pharmacy purchases are made by, and delivered directly to, the
head pharmacist. A l l such purchases are charged to the pharmacy
inventory on the general ledger. Pharmacy cost of sales is expected
to average 30% of sales price; accordingly, an amount equal to
30% of all sales is credited to the inventory account monthly. Annually, an independent organization is employed to take and price a
physical inventory, the total of which is compared with the general
ledger, and proper adjustments are made. Significant variations in
gross profit are carefully investigated by the hospital administrator.
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Fixed assets

Land and building additions must be authorized by the board of
trustees. A l l invoices covering such additions are approved by the
hospital administrator.
Equipment purchases are requisitioned by department heads and
require approval of the hospital administrator. Equipment invoices are
processed in a manner similar to that described for general purpose
purchases.
The hospital provides depreciation on equipment but not on buildings. Interfund entries are made to charge operations in the general
fund for the amount of depreciation accrued each year.
Investments

Investments of the hospital consist of stocks, bonds, or corporate
notes which are deposited in safekeeping accounts at a local bank.
The largest account is the pooled investment account which contains
all investments except those on which the pooling of investments
would be inconsistent with the wishes of the original donors; investments of the latter type are all held in separate safekeeping accounts.
A l l purchases and sales of securities are approved by the investment
committee of the board of trustees and all such transactions are included in the written minutes of the board.
The hospital accounting department maintains unit records on all
securities and distributes income from pooled securities quarterly on
the basis of the relative fund balances of the endowment and other
funds which share in the pool.
Purchasing and accounts payable

A l l buying (except pharmacy and dietary) is handled by one individual who also acts as assistant administrator of the hospital. Purchase orders are prepared for all purchases and are initiated only upon
presentation of properly approved purchase requisitions. Purchase
orders are prepared as follows:
1. Original—to vendor or supplier.
2. Second copy—to accounting department.
3. Third copy—retained by assistant administrator.
4. Fourth and fifth copies (quantities blanked out)—to receiving room to be used as receiving reports.
A l l general, household, staple foods and miscellaneous supplies are
kept in a stock room located in the receiving area under supervision
of a storeroom clerk. The storeroom clerk receives all merchandise
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and fills in quantities on the fourth and fifth copies of the purchase
orders. The fourth copy is forwarded to the accounting department
where it is matched with the purchase order and invoice. In case of
receipt of partial shipments, a memorandum receiving document is
prepared.
After invoices, purchase orders and receiving reports have been
matched in the accounting department, they are turned over to the
accounts payable machine bookkeeper who prepares the voucher
portion of a voucher check, simultaneously posting the charges directly to the applicable general ledger or expense ledger account card.
The voucher checks, along with the invoices and supporting documents, are then filed until either processed for payment or posted
with additional invoices.
Payroll

An employment application, approved by the department head and
hospital administrator, is on file in the payroll section of the accounting department for each employee. Standard forms are used for promotions, transfers and salary changes which must be signed by the
department head and approved by the hospital administrator.
Attendance sheets are maintained in each department. At the end
of each pay period, these sheets are reviewed and approved by department heads and forwarded to the accounting department where they
form the basis for the preparation of the payroll. Payroll checks are
distributed by the administrator or his assistant to personnel on day
shifts; night workers' checks are distributed by the night nursing
supervisor.
A general fund general bank account reimbursement check is prepared for the net amount of the payroll. Payroll is charged to a clearing account on the reimbursement voucher. At the end of each month
the two payrolls are summarized and the account distribution is made
from the clearing account.
Refunds

Refunds to patients are normally paid by check; cash refunds are
paid out by the chief cashier only if demanded by the patient at time
of discharge.
The inactive ledger is reviewed approximately twice a month for
credit balances in patients' accounts. Refund vouchers are prepared
in triplicate for all credit balances:
1. Original—to patient.
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2. Second copy—posting copy and later filed.
3. Third copy—attached to general bank account reimbursement voucher.
Checks on the refund account are signed by the administrator and
mailed by the accounting department.
Free service and allowances
and clinic procedures

Free service and allowances classifications are as follows:
1. Allowances to
(a) Employees, etc. (including student nurses, etc.)
(b) Clinic patients
(c) Physicians and clergymen
2. Free service
A clinic is operated by the hospital (a) to provide case material
for its medical education program, and (b) as a charitable service to
the community. A l l clinic patients are screened by a social service
worker before being permitted the use of clinic facilities. Patients pay
cash for clinic visits at established clinic rates. The difference between
clinic and regular hospital outpatient rates is charged to a clinic
allowance account.
Employees and other patients entitled to courtesy allowances are
billed at the regular hospital rates for in- and outpatient service. At
the completion of their hospital visits, discounts attributable to such
employees and courtesy patients are computed and credited to their
respective accounts.
Free service is generally restricted to clinic patients admitted as bed
patients and then only on the recommendation of a staff doctor. The
amount that the clinic patient can pay is determined by a social service worker who forwards such information to the admissions desk.
Charges to clinic patients' accounts are made at regular hospital rates.
After discharge of the clinic patient, the difference between the regular hospital bill and the amount actually payable is written off to
free service.
Outpatient service

Outpatient service procedures are similar to those of the clinic,
except that allowances are infrequent.

SCOPE OF EXAMINATION
General

A t a preliminary date, the senior assigned to the audit visited the
hospital and discussed the accounting procedures and internal control
with hospital personnel to determine whether there had been any significant changes during the year. Based on the results of these discussions and on detailed internal control write-ups contained in the
permanent files on the engagement, the senior prepared a detailed
audit program. Each section of this audit program outlined the significant strengths and weaknesses in the system of internal control and
indicated the scope of examination to be conducted based on such
internal control. Any changes or breakdowns of procedures noted
during the audit would be cause for program revisions. I n the discussion of scope of examination which follows, comments on internal
control have been eliminated, since the basic features of the hospital's
controls have been outlined in the preceding section of this case study.
The audit program also contained the requirement that a memorandum be written with respect to each major section of work done
(cash, receivables, payables, etc.) stating (a) client procedures and
internal controls, (b) summary of audit work done, and (c) conclusions as to the correctness of the particular account(s) being audited.
The audit program also contained instructions as to the footing or
other similar tie-in work to be done to assure ourselves that each area
of the records which we tested was, in fact, properly included in the
accumulation of the account balances being examined. To eliminate
repetition, references to such memoranda and tie-in instructions have
been eliminated in the following case study. The audit program was
read and approved by both the audit manager and the audit partner.
The hospital was visited again on October 31 for the circularization
of accounts receivable and on December 31 and January 2 for physical inventory observation, bed checks, and cash counts. Final work
started the second week in February and was finished during the third
week in March.
Trial balances of the accounts for all funds were obtained from the
client and checked to the general ledger. Working trial balances and
lead schedules were prepared from these trial balances. A l l lead
schedules and working trial balances also showed figures for the preceding year which were used for comparative purposes and for tying
in beginning and ending balances of those accounts analyzed for the
entire year.
26
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Cash
Cash on hand

Cash on hand was counted on the first working day of the new
year (January 2 ) ; substantially all funds on hand represented receipts from the last day of the old year.
1. Mail receipts were processed as December 31 business and
were counted and listed by our representatives and controlled to the
chief cashier's location.
2. A l l cash received at the chief cashier's location from the clinic
and assistant cashiers and other locations was then combined with the
mail receipts and was counted and listed under our supervision. Deposit slips were prepared and deposits were sealed in the safe for
pickup by an armored express agency the following day.
Petty cash funds were counted and checks in these funds were included in the deposit.
Requests for bank confirmations and for authenticated duplicate
deposit slips for deposits in transit at December 31 were prepared
during our cash count. The duplicate deposit slips accompanied the
deposit. Bank confirmation requests were mailed by us on the same
day.
Cash in bank—general
bank accounts

fund

A memo was prepared stating the scope of cash work to be performed on each of the bank accounts, based upon our review of internal control. The scopes adopted had approval of the audit manager
and partner responsible for the job.
1. Copies of the client's December 31 bank reconciliations for the
general, refund, and payroll bank accounts were obtained for our
working papers. The reconciliations showed balance per bank statement, reconciling items, such as outstanding checks, deposits in
transit, etc., and balance per books. The following work was then
performed:
(a) Balances per bank statement were compared with balances
reported directly to us on standard American Institute
of Accountants bank confirmations.
(b) Since final work did not start until February, January bank
statements were already in the hands of the client and it
was necessary to prove these statements. This was done
by taking beginning balances per bank statements, adding deposits as listed on the bank statements and deduct-
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(c)
(d)
(e)

(f)

(g)

(h)

(i)

(j)

ing the amounts of the withdrawals, as taped directly
from the canceled checks, bank debit memos, etc. In addition, the bank statements were carefully reviewed for
possible erasures and perforation dates of canceled
checks were noted to determine that such dates were in
agreement with the period covered by the bank statement.
Balances per books as shown on the reconciliations were
traced to the general ledger.
The client's reconciliations and supporting schedules of outstanding checks were footed.
Checks listed as outstanding were traced to canceled
checks returned in January. Cancellation dates, endorsements and signatures were reviewed.
(1) Selected blocks of these checks were traced to cash
disbursements, noting date, payee, amount, and
check number.
(2) Checks drawn on the general bank account to
known employees or unusual payees were listed
and further investigated by examination of supporting vouchers.
For checks dated after the reconciliation date, dates of first
bank endorsements were examined to determine that they
did not precede the audit date.
Deposits in transit were traced to cashbook and subsequent
bank statements. Authenticated duplicate deposit slips
were received directly from the bank.
Outstanding checks at the audit date which did not clear
the bank in January were traced to cashbook entries and
those checks which were outstanding an unusual length
of time were investigated by examination of supporting
vouchers.
Outstanding checks of $500 and over at last preceding
audit date which had not cleared the bank in the subsequent period of that audit were traced to canceled
checks returned later in the year.
Interbank account and interfund transfers were traced in
detail for the month of December and the first eight days
of January. Withdrawal and deposit dates per bank and
per books were reviewed and outstanding and in-transit
items were traced to the respective bank reconciliations.
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(k) A l l checks issued in the month of December of $100 and
over as recorded in the cashbook were accounted for
either
(1) as having cleared the bank in that month by comparison of paid checks with cashbook entries, or
(2) as being on the list of checks outstanding at reconciliation date.
Cash in bank—other

funds

Statements of cash transactions for the year were obtained from
the bank for all other funds.
1. Cash analyses of such funds (and of specific funds within the
general endowment fund) were prepared for the entire year showing:
(a) Beginning cash balance.
(b) Receipts in year—cash, donations, sale of securities, income
from investments, etc.
(c) Disbursements in year—purchase of securities, payment of
various fees, etc.
(d) Ending cash balance.
2. A l l cash receipts and disbursements were tied in to schedules
prepared for analysis of transactions in investments and changes in
fund balance for the year. Bank advices and other supporting documents were examined for all cash transactions.
3. Ending cash balances were tied in to the general ledger and
amounts reported directly to us from the bank on standard bank
confirmations.
Other cash audit procedures

1. Receipts itemized during our cash count were traced 100% to
patients' ledger cards, donation records, etc.
2. Letters were mailed on a limited basis to patients who received
cash and check refunds during the year asking them to confirm directly with the auditors the amounts of the refunds. Second requests
were sent out two weeks after the original mailing.
No exceptions resulted from this circularization. A memo was prepared on work done, findings and conclusion.
3. The last reimbursement voucher for each petty cash fund was
examined. Vouchers listed during our petty cash count were reimbursed and all petty cash disbursements were properly approved and
supported.
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Accounts

Receivable

Circularization of patients' accounts
receivable (preliminary workI

1. Hospital personnel prepared, under our supervision, aged trial
balances of all ledgers on October 31.
2. Approximately 25% of the dollar value of the patients' receivables in the inactive ledger was circularized as follows:
(a) Positive confirmations—all accounts of $300 and over, plus
5 blocks of 10 consecutive smaller accounts.
(b) Negative confirmations—5 blocks of 10 consecutive smaller accounts.
3. Approximately 50 of the accounts open with Blue Cross and
other insurance companies were confirmed on a positive basis with
such companies.
4. Approximately 10% of the accounts in the hands of collection
agencies were circularized by correspondence with the patients; letters were also sent to collection agencies requesting confirmation, by
months, of all amounts remitted to the hospital during the past year.
Replies to the latter letters were traced (a) to the general ledger in
total, and (b) to patients' ledger accounts, on a test basis, by reference to monthly collection agency remittance advices on file.
5. Approximately 5% of outpatient accounts were circularized on
a positive basis.
6. The clerical accuracy and aging (aging based on discharge
date) of the client's trial balances were tested by comparing the trial
balances with the detailed ledgers as follows:
(a) Active ledger—100%.
(b) Inactive ledgers—all accounts circularized, plus approximately one-sixth (in consecutive blocks) of accounts not
circularized.
7. Second requests on nonreplies to positive confirmations were
mailed after 15 days. Post-office returns were discussed with the hospital personnel, better addresses (if possible) were obtained and new
letters mailed.
Active patients—bed

check

It should be noted that active patients' accounts were not circularized; this audit step was eliminated (a) to obviate any concern patients may have, considering the state of their health, by reason of not
grasping the purpose of the letter, and (b) because in many instances
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the patients do not know whether their accounts are correct. I n addition to the tests described on page 40, in the late afternoon of December 31, our representative made a bed check, listing each room (on a
preprinted check list) as either full or vacant. This listing was then
compared with the detailed active patients' ledger cards.
Accounts
receivable—patients
(final work

1. A l l exceptions noted on confirmation replies were reconciled by
the client who turned over supporting documents, such as charge
tickets, credit memos, etc., to us for our use in checking out exceptions. A control sheet was maintained on all confirmations turned
over to the client.
2. Certain positive confirmation requests were not answered or
were returned by the post office.
(a) Nonreplies—patients' ledger cards were pulled on these
accounts and subsequent payments were traced to copies
of cash receipt tickets. On those nonreplies for which no
subsequent payments were made, the status of the accounts was discussed with the credit manager, and the
patients' medical charts were reviewed to determine the
reasonableness of charges appearing on the accounts.
(b) Post-office returns—these returns were handled essentially
the same as the "no subsequent payment" nonreplies. I n
addition, the client was instructed to investigate the accounts further in search of better addresses.
3. Intervening transactions in the accounts receivable control account from date of circularization to the balance-sheet date were
analyzed and compared with appropriate source records.
4. The aggregate balances in the various receivable controls were
compared with comparable balances as of the date of our circularization, and material variations were accounted for through projections
of comparative occupancy statistics and trends, etc., during the intervening period.
Employees' and miscellaneous receivables

1. Detailed trial balances were obtained from the client and tied
in to the general ledger.
2. Larger account balances were confirmed.
3. A l l notes receivable were examined for receivables represented
by notes and they were confirmed on a test basis directly with debtors.
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Reserve for bad debts

1. Transactions for the year were summarized and the provision
was compared with the charge made to expense.
2. Trial balances of accounts written off were obtained from the
client.
(a) A block of accounts was circularized. Nonreplies and exceptions were handled in the same manner as described previously for accounts receivable letters.
(b) For selected accounts, original admission data and credit
files were reviewed to see that admission and credit procedures were being followed.
3. Write-offs were traced in detail to lists of accounts approved
for write-off and signed by the president of the board of trustees.
4. From the October 31 aged trial balance prepared in connection
with our circularization, we discussed the collectibility of all larger
account balances over 60 days old. Subsequent payments were
checked and probable disposition of these accounts was noted. Inquiries and investigations were made of accounts that became old and
outstanding from the date of circularization to the balance-sheet date.
Based on a review of all these data, as well as past-loss statistics
maintained in our permanent files, a memorandum was prepared
which contained the conclusion that the balance in the reserve for bad
debts was adequate to cover all losses anticipated in the collection of
the accounts receivable.
5. I n accordance with generally accepted accounting practices, the
provision for loss on doubtful accounts has been included as an item
of operating expense. It should be noted that the American Hospital
Association Handbook, as well as Blue Cross and certain regulatory
agencies, consider this particular expense as a deduction from gross
income.
Inventories
Observation of physical inventories

1. Physical inventories were taken as of December 31.
2. A copy of the client's inventory instructions was obtained in
advance of the inventory date and reviewed to determine that all
major points necessary for a correct count were included, including
provision for receiving and issuing cutoffs, counting techniques, recounting, etc.
3. Client's teams making physical inventory counts of general
stores and of perishable foods were observed as to their compliance
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with instructions and a representative number of test counts were
made by us. Our test counts were compared with client's counts and
any differences were settled immediately by recounts.
4. The pharmacy inventory was taken on wire recorders by an
outside firm which specializes in the field. The taking of the inventory
was observed and test counts were made.
5. A list was made of recent merchandise receipts (by reference to
receiving reports) and the merchandise covered thereby was determined to have been moved in to the storeroom and inventoried. Numbers of a few unfilled purchase orders were also listed. Both of these
listings were used later to test the receiving cutoff. The receiving dock
was clear of stock.
6. At final date all test counts were traced to physical inventory
listing. In addition, a confirmation was received from the outside firm
which took the pharmacy inventory.
Cheek of pricing

Inventories are priced at the lower of cost or market on a first-in,
first-out basis. Price tests were made on approximately 15% of the
total dollar amount of the inventories by reference to the most recent
invoices on file. For those items on which current year's purchases did
not cover the total quantity on hand, reference was made to the
price used in last year's inventory.
The pharmacy inventory, which is also priced by the outside
agency, is priced on the basis of catalog prices. We reviewed the catalog prices used to assure ourselves that they were comparable with
the actual prices the hospital was being billed by its suppliers.
In all cases, pricing methods were reviewed to determine that they
were consistent with methods used in the preceding year.
Check of

obsolescence

Slow-moving items were determined from reviews of perpetual inventory cards (where such cards were kept), the physical stock itself
and our own pricing tests. In all cases, it was determined that obsolete and/or slow-moving items were either written down to realizable
value (much of this material can be returned to suppliers) or that
such items would be used in the normal course of business.
Review of clerical

accuracy

A comptometer operator in our employ footed all inventory sheets,
checked the totals of the individual inventory sheets to the summary
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sheet, and footed the summary sheet. Extensions were tested by recomputing all items over $100 and ten selected blocks of 10 items
each under this amount. The entire inventory was scanned by our
representatives for obvious errors.
Prepaid Expenses
Prepaid insurance

1. The client prepared for our files a listing of policies in effect,
premium rates, types of coverage, periods of coverage, endorsements
and unexpired insurance premiums.
2. The reasonableness of the unexpired insurance balance was test
checked by computation.
3. Premiums paid during the year were vouched and policies
were examined noting, particularly, the co-insurance clauses and assignments, if any. Policies on the hospital buildings were on deposit
with the mortgagee and were confirmed directly to us.
4. Insurance coverage was summarized and reviewed for general
adequacy. Special care was taken to see that the hospital was adequately covered by "Malpractice Insurance."
Other prepaid expenses

Other prepaid items were nominal in amount and were reviewed
generally as to their applicability to future periods.
interfund

Accounts

1. Transactions for the year were summarized and contra accounts
were reconciled and balanced.
2. Complete explanations were obtained of all interfund transactions for purposes of ascertaining their propriety.
3. Where applicable, interfund transactions were traced to supporting documents and board of trustees' minutes.
Investments

The client prepared schedules detailing investment transactions for
the year. Each stock and bond was listed on the schedules and the
following information was given:
Description of securities (company, etc.)
Stocks (type)
Bonds (interest rate and due date)
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Balance at beginning of year
Number of shares or principal amount
Carrying value
Acquisitions during year
Date
Number of shares or principal amount
Gifts (at fair market value at date of gift)
Exchanges
Cash purchases
Stock rights
Dispositions during year
Date
Number of shares or principal amount
Exchanges
Carrying value
Amount realized (including stock rights)
Gain (loss) on disposition (including stock rights)
Balance at end of year
Number of shares or principal amount
Carrying value
Market price per share or per principal amount
Total market value
Income from investments
Income accrued, beginning of year
Interest purchased during year
Income received during year
Income accrued, end of year
Income for year
Separate schedules were prepared for pooled investments and for
other investments not carried in the pool.
1. Total carrying value of investments was tied in to the general
ledger. Beginning balances, by security, were traced to our prior
year's working papers.
2. A detailed listing of stocks and bonds held in safekeeping at
year end was received from the bank and compared with the schedules prepared by the client.
3. A l l security transactions were tied in to the appropriate cash
analysis and fund balance analysis.
4. Transactions in securities were reviewed by
(a) Checking purchases and sales to bank advices and to minutes of trustees.
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(b) Checking a capital changes publication (in the case of
stocks and corporate bonds) for conversions, redemptions, etc.
5. Market values were determined for all stocks and bonds at year
end by reference to published services.
6. Income from bonds was checked by applying rates of interest
to the principal amount and giving consideration to the holding
period. Dividends on stocks were checked to published services. Dividends are not accrued at year end; interest is accrued, however, and
such accruals were checked.
7. Income was summarized for the various funds and traced to
the appropriate income accounts. Allocation methods used on pooled
investment income were reviewed and tested for reasonableness and
consistency with the prior year.
8. Restricted investment income for segregated funds was traced
to the appropriate cash and fund balance accounts.
9. For pooled investments, the ratio of stocks to bonds was determined so that a proper segregation thereof could be made in each
fund shown separately on the balance sheet.
10. Other investments (real estate) were reviewed and no changes
noted during the current year.
11. The hospital is the income beneficiary of two trust funds; income received during the year was confirmed by direct correspondence with the administrators of the trust funds.
Land, Buildings and Equipment

The hospital provides depreciation on equipment but not on buildings. Our report includes a statement of explanation in this regard.
The hospital does not maintain detailed property records. Lapsing
schedules, set up by classification by service lives, are used in lieu
thereof. A section of our permanent file contains similar lapsing
schedules for the more significant asset balances. Our examination
consisted of the following:
1. A representative number of property additions were checked by
reference to vendors' invoices.
2. Capitalization and classification procedures were determined to
be proper and consistent with the previous year.
3. Major additions vouched were inspected.
4. Discussions were had with the hospital administrator and the
maintenance superintendent relating to all new additions, major
maintenance and repair projects, and all retirements during the year.
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Checks were made to see that these were handled properly on the
books.
5. Trustees' minutes were reviewed to determine that all major
additions had been approved by the board.
6. Hospital lapsing schedules were reviewed and those in our permanent files were brought up to date. Depreciation provisions during
the year were checked by reference to such lapsing schedules and
compared with the amounts charged to expense. A l l equipment
shown to be fully depreciated per such lapsing schedules was retired
unless, because of the limited scope of the particular classification involved, the hospital had knowledge that the equipment was still in
use. If major retirements are made before the applicable asset is fully
depreciated, lapsing schedules are adjusted and the retirement recorded when made; such retirements would be unusual, however.
Accounts
Accounts payable—trade

Payable

creditors

1. Twenty major suppliers were selected for circularization on a
positive basis. The vendors selected were representative of the various
types of materials and services purchased by the hospital. Second requests were mailed approximately two weeks later to those vendors
who did not reply to the original requests.
2. A trial balance of unpaid vouchers was prepared for us by the
client.
3. The client reconciled vendors' replies with amounts shown on
the accounts payable trial balance. These reconciliations, along with
supporting documents, were reviewed by us and differences between
vendors' statements and client's records were summarized.
4. Invoices and supporting documents for vendors not replying to
second requests were examined. December statements received by the
client on any of these vendors were reviewed.
5. The items listed by reference to receiving reports at the date of
the physical inventory were checked to the purchase journal to make
sure that they were recorded in the proper periods.
6. A l l invoices over $100 recorded in the accounts payable journal in January were examined to determine that they applied to the
current year. A n additional review of invoices for February and
through the conclusion of final work in March is covered under "Review of Subsequent Material Transactions and Events."
7. Some unrecorded liabilities were noted in our examination of
accounts payable. Although immaterial in amount, these unrecorded
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liabilities were summarized and placed in one file under the section
"Review of Subsequent Material Transactions and Events" so that
they were considered together with any additional unrecorded liabilities disclosed by our audit.
Accounts payable—withholding

taxes

The account was analyzed for the year and payments were vouched.
Canceled checks were examined for payments made in the year.
Quarterly tax returns were reviewed and unpaid balances at December 31 were traced to payroll register summaries. A copy of the fourth
quarter tax return and the voucher check issued in January were
examined and were reconciled to the unpaid balance at December 31.
Accounts payable—social
(employees' share)

security taxes

The account was analyzed for the year and payments vouched.
Canceled checks were examined for payments made during the year
(vouching and examination of canceled checks was done in connection with the review of withholding taxes). Quarterly tax returns were
analyzed and unpaid balances at December 31 were traced to payroll
register summaries. A copy of the fourth quarter tax return and the
voucher check issued in January were examined and reconciled to
the unpaid balance at December 31.
Accrued

Liabilities

1. The accrued payroll was checked by reference to the December
31 payroll register. Special commission arrangements with the X-ray
department head and the pharmacist were checked by reference to
signed contracts, and the computation of amounts unpaid at year end
were confirmed by direct correspondence with the two individuals.
2. Accrued taxes were checked by reference to social security tax
returns (examined in connection with the review of withholding tax)
and other applicable tax receipts.
3. Accrued interest expense was checked by reference to the confirmation received applicable to the mortgage note liability.
4. The contract with Blue Cross was reviewed and tests were
made to see that no amounts were refundable to Blue Cross by reason
of average per diem charges (as defined) being in excess of maximum
reimbursable per diem cost.
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Payable

The mortgage indebtedness was confirmed by the mortgagee, which
confirmation indicated such information as the collateral, insurance
policies on deposit, date of most recent interest and principal payments, and due dates. The mortgage loan agreement was reviewed
and compliance of the hospital with all covenants was noted.
Fund Balances

1. Fund balances for all funds were analyzed in detail for the entire year. The following transactions were cross-referenced to appropriate sections of the working papers:
(a) Net income for the year.
(b) Contributions (other than to the general fund).
(c) Purchases of equipment by other than the building fund.
(d) Gains and/or losses on security sales.
2. Supporting documents, including trustees' minutes, were examined in support of fund balance transactions not included above.
3. The hospital's detailed endowment and temporary fund records
were analyzed and transactions were reviewed in detail for compliance with all restrictions.
4. Sections in our permanent files relating to endowment and
temporary funds were brought up to date.
Minutes

The client furnished us with copies (which we compared with the
original) of all minutes of meetings of the board of trustees held from
the beginning of the year to the conclusion of our final field work.
Pertinent information regarding the current year's financial matters
was tied in to our working papers.
Review of Operations

The individual income and expense accounts were compared with
those of the previous year, and major variations were discussed with
the hospital administrator and other hospital personnel. Certain detailed work was also done as explained in the following paragraphs.
Income
Routine services revenue

Occupancy statistics were summarized for the year by types of
rooms (private, semiprivate, or ward) and by floors. A n over-all test
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for the year, based on changes in rates and occupancy, was made. The
bed check made at December 31 satisfied our requirements for detailed testing.
Special services and clinic revenue

Over-all tests were made of major special services revenue accounts
(operating room, X-ray, laboratory, anesthesia, etc.) by application
of statistics on increases or decreases in patients serviced between the
current and prior year and changes in rates between years. Because of
the lack of control over the recording of special services revenue, the
following detailed tests were made:
1. We selected the revenue journal sheets for one month in the
year. Totals for this month were tied in to the general ledger by revenue classification. Two days in the month were selected for detailed
review. For these days, departmental charge tickets were traced to the
revenue journal sheets item by item. Tally sheets were used to check
for serial numbers and a list of missing charge ticket numbers was
turned over to the client for investigation. Departmental charge
tickets were traced to postings on patients' ledger cards.
2. Room and board and special services revenue were also tested
by use of patients' medical charts. Ten patient ledger cards were
selected with balances of $250 and over. Copies of the patients'
ledger cards were duplicated excepting that no identification of the
patient was placed on the copies. Each copy was indexed to a control
sheet which identified the patient by hospital case number only. The
hospital provided our staffman with a trained person capable of interpreting professional language on medical charts. The following
audit steps were then performed with respect to such accounts:
(a) Room and board—dates of admission and discharge were
noted on the nurse's progress report and tied in to the
patients' ledger cards. Room numbers were verified and
room rates charged patients were traced to hospital price
lists.
(b) Special services—this review bypassed departmental charge
tickets, where possible, in that services performed for the
patient were traced directly to a price list and then to the
patients' ledger cards. In some instances, charge tickets
had to be pulled (i.e., drugs, etc.) to determine the proper amount of the charge.
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Student nurses' tuition

Prenumbered slips prepared in triplicate are used to bill tuition. A
copy of the slip is turned in to the accounting department where it is
used as the posting copy.
1. A l l tuition slips were accounted for numerically.
2. Tuition charges for one quarter were traced to detailed accounts
receivable ledger cards. Total tuition revenue for the quarter was
reconciled to the official class listings maintained in the office of the
registrar of student nurses.

Donations

A l l donations over $25 received during the year were listed. A l l
over $500 were checked to duplicate receipts and to files of donors'
correspondence, wills, instruments of conveyance, etc., maintained in
the administrator's office, as to amounts as well as to any restrictions
applicable thereto. The amounts of donations received from foundations and other corporate donors were confirmed on a test basis by
direct correspondence with the donors.
The board of trustees has requested that we do not attempt to confirm donations from individuals. We were able to comply with this
request in this instance because of the following:
1. A l l significant donations are received by members of the board
of trustees and are reported in their meetings. We traced all such
items reported in to the book of account.
2. Checks received in the mail are opened by the secretary to the
administrator who prepares prenumbered receipts therefor before
turning donations over to the cashier for deposit.
3. A l l donations over $10 are listed in the hospital's annual report.
We traced these into the records (last year's report is checked this
year) on a test basis.

Free service and allowances

Charges for two days were tested by reference to allowances
authorized by the social service worker regarding clinic patients, payroll records for employees' discounts, etc. The two days tested were
tied in to the general ledger postings for that month.
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Case. Studies in Auditing Procedure

Expenses
Payroll

Payroll was analyzed for the year by department, and major increases and/or decreases accounted for by changes in rates of pay or
changes in number of personnel. Reference was made to earnings
records, statistics on nursing hours, etc., in connection with this work.
Our detailed payroll test was made for one pay period during the
year and, with respect to such payroll, consisted of the following:
1. The total on the payroll register was combined with the other
payrolls paid during the month and traced into the monthly payroll
distribution entry. Departmental classifications were reviewed in this
connection.
2. For three departments (selected each year on a rotating basis)
we selected approximately 40 employees and made detailed tests to
determine the correctness of the amounts paid. This included reference to employment files for basic rates, time reports for time worked,
withholding tax information in support of tax deductions, etc.
3. Canceled checks were examined in support of the net amount
paid.
4. A trip was made to the three departments and all employees
tested were noted as being on duty or, if they had left the hospital
since the date of the payroll selected, we interviewed other employees
to see that they remembered the person in question.
Other expense disbursements

We examined all vouchers in one month as a test of the client's
purchasing, payable and posting procedures. Vouchers were examined for the following:
1. Purchases of supplies, merchandise, equipment, etc.
(a) Noted properly prepared and approved purchase orders.
(b) Compared receiving report to purchase orders.
(c) Compared invoices to receiving reports and purchase orders.
(d) Reviewed signatures and stamps on invoices to determine
that invoices were properly audited and prices and extensions checked.
(e) Compared entries on voucher portion of voucher with invoices attached to it for date, invoice number, vendor's
name, account distribution and amount.
(f) Determined reasonableness of account distribution.
(g) Traced account distribution and amount to appropriate
general ledger cards.
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(h) Noted approval for payment signature on each invoice.
2. Other expenditures—performed above steps except that the
purchase order and receiving report requirements were not applicable.
3. Postings to ledger accounts were checked on a test basis.
4. The following expense accounts were analyzed as to major
items for the entire year:
(a) Maintenance and repairs.
(b) Audit and legal expense.
(c) Miscellaneous expense.
5. All expenses were tied to asset and liability accounts where applicable, viz.:
(a) Depreciation.
(b) Provision for bad debts.
(c) Interest expense.
(d) Insurance expense.
(e) Payroll taxes.
6. Certain general checks were made on an over-all basis, as
follows:
(a) The number of meals served was obtained from the dietary
department and was used to compute a per meal cost
which was compared with last year's per meal cost and
which was also compared on a general basis with the results of similar tests on other hospital audits.
(b) The number of nursing hours (weighted by student hours)
was divided into inpatient days to arrive at a ratio which
has significance for comparison purposes between years
and between comparable hospitals.
Review of Subsequent

Material

Transactions and Events

The review of subsequent material transactions and events was
made at the conclusion of the final work, at which time a minutes letter and general representation letter (see later discussion) were also
obtained. A standard questionnaire form was used for this review.
1. The attorneys for the hospital were circularized approximately
two weeks prior to the end of final field work, and the following information was requested:
(a) Status of any claims or lawsuits pending at December 31
or arising since that time.
(b) Estimated liability of the hospital under such claims or
lawsuits.
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(c) Any fees due the attorneys at December 31.
2. A letter was sent to the hospital's compensation insurance carrier regarding information as to any claims not adequately covered
by insurance.
3. A l l books of original entry were examined for any unusual entries from January 1 through the final day of field work. This included
reference to original and supporting documents. Since invoices recorded in January of $100 and over were examined in connection
with our work on "Accounts Payable," our review of invoices recorded in the Accounts Payable journal was limited to those of $100 and
over for February and March. The open purchase order and invoice
files were also examined. Credit memos of $50 and over were also
examined in this review. Unrecorded liabilities were summarized on
working papers previously prepared in our work on "Accounts Payable." The aggregate amount of the unrecorded liability was immaterial and no adjustment was required.
4. Discussions were held with the hospital administrator and the
accounting manager regarding anticipated borrowings, new construction, changes in rates for routine and special services, pending lawsuits, etc., which would have a material bearing on the financial
statements.
General

1. Our permanent files were brought up to date as to:
(a) Internal control and accounting procedures.
(b) Schedules maintained for analyses, trends, and financial
history of the hospital.
(c) Schedules kept on restrictive features of temporary and endowment funds, gifts, etc.
2. A letter was obtained, signed by the secretary, stating that all
board of trustee minutes for the year and to the date of conclusion of
final field work were made available to us. The date of each meeting
was listed in the letter.
3. A letter was obtained signed by the president, administrator and
accounting manager wherein they represented, among other things,
that the books reflected all assets and liabilities of which they had
knowledge.
4. Signed financial statements were obtained from the accounting
manager.
5. At the start of the final week of the audit, the audit manager
reviewed working papers, resolved points which arose during the audit,
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and cleared preliminary drafts of the financial statements which were
in the process of preparation by the senior. Before completion of the
field work, the partner reviewed the working papers and resolved all
points requiring his attention.
After all matters had been cleared on the audit, the financial statements were completed. A standard short-form report was issued, except that the following explanation was inserted in the opinion paragraph: "It is the policy of the hospital to make no provision for depreciation of hospital buildings." After this introductory comment,
the report continued: "With this explanation, in our opinion, etc."
6. A n audit questionnaire, providing a check list to give additional
assurance that the more important phases of the audit procedure have
been covered, was completed stating our conclusions concerning these
phases of the audit. The questionnaire was reviewed by the audit
manager and partner and then bound in the office copy of the report.
7. A n informal memorandum was submitted to the hospital which
set forth our suggestions and comments on accounting procedures and
related matters.
8. Federal and other local information returns were completed by
us as part of our work on the audit.

